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EDITORIAL 








Internationalizing the Yankee 


We are in receipt of a letter from a 
business executive who wishes to pre- 
serve anonymity because of criticism he 
directs at the organization employing 
him. This letter is symptomatic of what 
today is a great concern to both the 
modern corporation and the modern 
university. 

After a paragraph of appreciation as 
to the general aims of our magazine and 
the fact that it is written in “full bodied 
University American” rather than 
“Journalese or Professional Jargonese,” 
this gentleman writes: “Your exchange 
with the German (Dr. Gather of Offene 
Welt) gives promise that you will con- 
cern yourself with international busi- 
ness and society and this is all to the 
good. I happen to be with a company 
that is being badly damaged by foreign 
competition at home and abroad. It is 
scarcely any wonder. Our management 
is completely isolationist. We try to com- 
pete in overseas markets we have made 
no move to understand. From deep with- 
in our air-conditioned offices in the 
States we have hypothecated like the 
philosophers of old about what lies ‘out 
there’ in ‘terra incognita.’ Anything 
publications like your journal can do 
to broaden the horizon of the North 
American executive will be a step in 
the right direction.” 

Happily we are taking such a step 
in this our third issue. We feel the 
first hand observations of Richard Rals- 
ton concerning the European manufac- 
turing complex are unusually trenchant. 

It is in the international area that the 
universities can make one of their great- 
est contributions. Such popular books as 
The Ugly American (an Uncle Tom’s 
Cabin in its own way) have called to 
popular attention the failure of many 
Americans to conduct themselves and 





their affairs with credit or wisdom over- 
seas. Our universities are our greatest 
repositories of international knowledge. 
They are well staffed with men who 
know other countries well at first hand 
— men who have been to these countries, 
observed and studied there, and, fre- 
quently, grown up there. 

Let us cite a case where an American 
industrial firm utilized fully the broad 
internationalizing facilities of a nearby 
university. This company was contem- 
plating setting up both manufacturing 
and marketing branches in Latin Ameri- 
ca. Through the university, it obtained 
initial help in laying plans from profes- 
sors of geography, marketing, economics, 
and political science who had had con- 
siderable Latin American experience. 
Fairly exhaustive studies were made of 
factors important in selecting plant sites, 
locating labor, transportation, raw ma- 
terials, and customers. The American 
university men worked on the scene 
with academic, business, and govern- 
ment men from the countries in ques- 
tion, weighing social, political, economic, 
and physical factors. 

Having determined what operations 
were feasible, the company made further 
use of university manpower in training 
and equipping personnel for the Latin 
American operation. They wisely hired 
a number of Latin Americans. These men 
were brought to the U. S. and trained 
first in English -and then in economics 
and management by faculty members of 
the university. The Latin Americans 
were next acquainted with American 
political and cultural underpinnings and 
aspirations by university historians and 
political scientists. 

Finally came an even more important 
phase of university cooperation. This 
company did not wish to send raw and 


\ 
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It will take several years before the 
financial success of this venture can be 
determined, but the joint industry-uni- 
versity project was a human success 
from the start. 

The universities can help and will help 
wherever they are able. In the sense 
that every American overseas repre- 
sents his country, they have been train- 
ing good “Peace Corps” members for 
many years. . 


insular “Yanqui” personnel and their 
spoiled families into Latin America. The 
American executives and supervisors 
and their wives and children as well at- 
tended special classes at the university 
to learn of the history, language, geog- 
raphy and society of the countries where 
they were to live and work. They were 
instructed in how to adjust themselves 
to the physical environment and to live 
happily without ostentation. 








DRUCKER TO BE FILENE LECTURER 

“Old basic institutions of human society — the government, 
the armed forces, the school — have been converted from or- 
gans of preservation into organs of innovation. And new insti- 
tutions expressly designed for innovation, such as business 
enterprise and research organization, have become of central 









importance. 
“But innovation is more than a new method. It is a new 


view of the universe, as one of risk rather than of chance or of 
certainty. It is a new view of man’s role in the universe; he 
creates order by taking risks. And this means that innovation, 
rather than being an assertion of human power, is an accept- 
ance of human responsibility.” 

This quotation is from Peter F. Drucker’s Landmarks of 
Tomorrow (Harper & Brothers, New York, 1957). It is a 
sample of the type of synthesis and over-view which he is 
capable of applying to the contemporary scene. For this reason, 
the prodigiously productive management consultant, econo- 
mist, journalist, philosopher, educator, and lawyer has been 
chosen Filene lecturer in the College of Business Administra- 
tion at Roosevelt University in May, 1962. Sponsored by the 
Good Will Fund, Inc. in the name of Edward A. Filene, these 
lectures will be open by application to readers of this publica- 
tion. Address inquiries to the Dean of the College of Business 
Administration. 


























“It is a gloomy moment in History. Not in the lifetime of any man who reads this has 
there been such grave and deep apprehension. Never has the future seemed so dark. 
In France, the political kettle ferments and bubbles with uncertainty. England — 
the English Empire is being sorely tried and exhausted in a social and economic 
struggle, with turmoil at home, and uprisings of her teeming millions in her far 
flung Empire. The United States is beset with racial, industrial and commercial 
chaos — drifting we know not where. Russia hangs like a storm cloud on the horiz- 
on — dark and silent. It is a solemn moment, and no man can feel indifference. Of 


our troubles, no man can see the end...” 


HARPER’S, Oct. 10, 1847 


1961 


COMMON MARKET NOTES 


Absence of “Organization Man” 


Types a Boon to West Kurope 


By RICHARD W. RALSTON 


Anyone who thinks the organization 
man is the inevitable by-product of 
modern industrial civilization should 
visit the nations of the European Econ- 
omic Community as I did a short time 
ago. I met and talked to scores of men in 
organizations, from the futuristic Com- 
mon Market headquarters in Brussels to 
steel mills and fabricating plants in the 
German Ruhr and the Meuse Valley of 
Belgium. Not once did I encounter the 
organization man as we have come to 
recognize him here in America. I am 
talking about the bland new sartorial ex- 
trovert who symbolizes conformity, com- 
promise, group decision-making, lack of 
creativity and indifference to compe- 
tence and excellence in all segments of 
our national life. 

Instead, I met alert, hard-driving busi- 
ness leaders who could discuss with 
equal facility the technical aspects of 
their enterprise and the subtleties of 
world politics or vintage wines. I found 
in many of them an exhilarating en- 
thusiasm for their postwar experiments 


But educational reflection of 
social rigidily lessens 


labor force's efficiency 


at economic and political unification — 
the Coal and Steel Community, the 
Common Market, the Organization for 
European Economic Cooperation, Eura- 
tom, etc. 

Most of them had the intellectual agil- 
ity to quickly place themselves in the 
other nation’s predicament — a skill that 
frequently accompanies proficiency in a 
language other than one’s own. And 
there was a resounding absence in them 
of that depressing complacency about 
national virtues that has stultified the 
curiosity of so many of our business 
leaders. 

A few years ago America was unchal- 
lenged as the world’s industrial Mecca. 
Europeans seeking to build a new in- 
dustrial society out of war’s rubble came 
here by the thousands to pay homage to 
our production and management tech- 
niques and then applied some of them at 
home. Our magnanimity was uncolored 
by any concern over competition on 
world markets. We had things pretty 
much our own way. Besides, European 


This is the second appearance of Richard W. Ralston in this journal. The Chicago 
steel industry executive penned the satire “How to Scare the Ghost” in the issue of 
a year ago. Now in a different vein he directs his attention to the European indus- 
trial and social scene following a trip to Europe and extensive tour of the steel indus- 


try of the West. 
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recovery was essential to our own econ- 
omic and political strength. 


Americans Now Study Europe 

Now Americans are going to Europe, 
many of them to study, as I did, Euro- 
pean steel technology aimed generally 
at simplifying the steelmaking process 
and reducing its enormous costs. They 
have come back with new ideas, some 
of which are now incorporated in Ameri- 
can steel plants. We are worried about 
our competitive strength as we should 
be. The world is determined to catch up 
with us. 

During the visits I made to European 
steel plants, I saw steelmakers working 
around the clock to pump steel into an 
economy that is growing at an explosive 
rate. This was at a period when half of 
America’s steelmaking furnaces were 
silent with inactivity. They still are. 

An American financial reporter I met 
in the Ruhr said, “After two generations 
of industrial stagnation, Europeans can 
see daylight and they are determined to 
achieve the good life Americans have 
dangled before them for so many years. 
They want to catch up, and they will.” 

The automobile traffic jams in the big 
cities — Paris, Amsterdam, Brussels, 
Dusseldorf — are as frustrating as any 
in America, but symbolic of Europe’s 
new prosperity, and of the quality steels 
her mills can produce. The recent Paris 
automobile show was witnessed by mul- 
titudes so great that visitors could 
searcely press through the crowds to 
move from one exhibit to the next. In 
Brussels, signs in shop windows display- 
ing washing machines offer “facilities de 
paiement” (easy credit terms). 


Must Pay One-Third Down 

In Germany, the worker whose pock- 
ets are bulging with premium wages 
must pay one-third down to get his new 
Volkswagen, Opel or Mercedes-Benz. 
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Hardly easy credit, but indicative of 
Germany’s prosperity and anti-inflation- 
ary policies aimed at harnessing the flood 
of marks, bidding for too few goods. Al- 
though German output of goods is at an 
all-time high, the demand for German 
products both inside and outside her 
boundaries is insatiable. 

In the Netherlands, bright but auster- 
ely modern apartment buildings are 
springing up around the Royal Nether- 
lands Blast Furnace and Steel Works to 
provide housing for the company’s 
thousands of new workers, required as 
the company doubles its plants. 

European teen-agers, now a reflection 
of living standards in their own right, 
are indistinguishable from ours in their 
clothes, their taste for music, and con- 
sumption goals. 

How has Europe suddenly, in the last 
few years, achieved a breakthrough in 





living standards? A growing mass mar- 
ket is one answer. Today the Common 
Market consisting of Belgium, Luxem- 
bourg, France, Netherlands, Germany 
and Italy has evolved from an idea many 
Americans regarded as visionary to a 
vigorous economic union. Each nation in 
this union has agreed to do away with 
all barriers to free trade within the com- 
munity. This means free movement of 
labor, services and capital as well as 
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goods. It means complete economic uni- 
fication for these countries, and eventu- 
ally, perhaps, even political unification. 

Spurred by America’s success as a free 
trade area, the members of the Common 
Market agreed to unite because they be- 
lieved that only a large market — bigger 
than any individual nation’s — would 
permit maximum research, productivity, 
lower production costs and increased 
consumption. It would lead also to high- 
er living standards by opening the way 
to mass production; impossible before 
Europe united. 


Liberation from Stagnation 


Americans are now waking up to the 
realization that the economies of the 
Common Market countries are growing 
at a faster rate than our own. Ten years 
ago their total output was only one- 
fourth of ours, and their population at 
165 million was almost equal to ours. To- 
day their over-all production is estimated 
to be more nearly one-half of ours. Most 
of the measures for industrial growth 
show that these European countries are 
growing faster than we are. And there 
is no question that economic union has 
liberated Europe from the restraints that 
kept her growth and living standards 
stagnant before the war. 

The effect of this union and its promise 
of political unification on the imagination 
of the businessman has been electric. 
One of the most moving experiences I 
had in Europe was a conversation with a 
Belgian metallurgical engineer who 
guided me through one of Belgium’s big 
steel plants. We were discussing the 
Common Market idea and our talk final- 
ly turned back to the years of World 
War II. He told me that he had been a 
prisoner of war of the Germans for five 
years and that his brother, a priest who 
worked for the underground, was shot 
by them. 

“It must be hard for you to forgive the 
Germans,” I observed. 
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“Mais nous devons. Nous devons,” he 
answered. “We must. We must.” 

There was no rancor or bitterness in 
this man. He was convinced that the 
Germans, through their own suffering, 
had renounced forever Hitlerian adven- 
tures, and that political and economic 
unification would remove the traditional 
causes for war among Europeans. 


Foundation of Steel 

The industrial foundation for contin- 
ental Europe’s breakneck drive toward 
the better life is its steel industry. Virtu- 
ally prostrate and non-productive in 
1945, its comeback has been startling. 
No longer does each country operate 
its steel plants behind restrictive trade 
barriers. Since 1952 the six nations have 
pooled their coal and steel resources in 
the Coal and Steel Community directed 
by a supra-national High Authority. 
Now, unhindered by national limitations 
to its size, the European steel industry 
has been able to progress at the fastest 
rate in its history. 

In 1945, its furnaces dribbled a mere 
5.1 million tons, about 12 per cent of 
U. S. production during the same year. 
Last year the six nations produced 70 
million tons. In 1939 before war blotted 
out the glow in its furnaces, Europe’s 
six produced 27 million tons, half as 
much as America’s 53 million. 

Since then, the Community’s output 
of steel has grown 300 per cent. Ameri- 
ca’s expansion in steel production during 
the same period has merely doubled 
while its capacity (the industry’s theo- 
retical all-out production) has trebled. 
But last year, at its reduced rate of 67 
per cent of capacity for the year, the 
American steel industry had 48 million 
tons of capacity idle, more than twice as 
much as Britain can produce in a year. 
In such circumstances capacity figures 
become meaningless as a measure of 
performance. 

Growth, output and a hungry steel 
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market are important factors in Europe’s 
revitalized steel industry. Advanced 
technology is another. European steel- 
makers operating under technical diffi- 
culties (low grade ores, deep coal mines, 
capital shortages, etc.) Americans have 
never had to face are ingenious and re- 
sourceful. They cannot afford not to be. 
The six nations of the Coal and Steel 
Community export about one-third of 
their steel as well as a high percentage 
of their total output of goods and serv- 
ices. They must keep their costs at levels 
that will enable them to compete suc- 
cessfully on world markets. American 
steel producers stung by imports of for- 
eign steel can attest to the success of 
European salesmanship and product 
quality. 


Europe’s Technical Leadership 

This competitive drive, directed to- 
ward world markets, may explain why 
Europeans have been ahead of Ameri- 
cans in basic steelmaking research and 
development. Most of the methods now 
being studied or adopted in the United 
States to simplify steelmaking and re- 
duce its enormous costs have been de- 
veloped in Europe. 


One of their innovations — actually a 
new technological wrinkle on the reli- 
able old Bessemer converter — is being 
adopted throughout the steel industry of 
Europe and the United States. It is the 
refining of molten steel in the converter 
with pure oxygen, a practice that pro- 
duces steel as good and as easy to control 
as any produced in the open hearth furn- 
aces which now turn out about 90 per 
cent of America’s steel. The new method 
is known as the Linz-Donawitz process, 
named for the cities in Austria where it 
was developed some fifteen years ago. 


Its advantages? They were described 
to me by the steelmaking superintendent 
of a steel company in the Ruhr that now 
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has two converters and will soon install 
a third. He was showing me through his 
mill and we paused to watch the display 
of fireworks from one of the converters 
as molten slag bubbled over its side dur- 
ing the fury of the refining process. 


“We can produce steel in these vessels 
with half the manhours required in our 
open hearths, and the steel is as good 
and frequently better,” said the Ger- 
man. “The capital investment per ton of 
steel involved in building converters is 
one-half to one-third lower than the per 
ton cost of building new open hearths.” 


Cut Time by One-Half 

We watched the converters for thirty 
minutes, enough time to witness the 
complete steelmaking cycle, from the 
charging of the furnace with iron to its 
tapping as steel. This compares with a 
period of from seven to twelve hours to 
refine steel in open hearths. American 
steelmakers who have adopted this new 
converter say it is the solution to low 
cost steelmaking expansion. Many 
Americans think that most future steel 
furnaces in America will be LD conver- 
ters, instead of open hearths. 


Why has America lagged behind 
Europe in metallurgical research? I have 
heard many reasons, ranging from a 
shortage of metallurgists and physical 
scientists to the lack of technical diffi- 
culties challenging Europeans. I know of 
one instance in which plain luck and 
courage played an important role. 

What of the future? Will Europe actu- 
ally catch up with the United States in 
steel production? Will its output per 
capita, an important indication of its liv- 
ing standards, match ours? 


Predictions made by economists in the 
United Nations and in the American 
steel industry suggest an affirmative an- 
swer. Here are some of the facts revealed 
by their studies of the six nations of the 
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European Coal and Steel Community. 


The Community’s steel industry now 
turns out 620 pounds per person, about 
half the 1,250 pounds available to the 
average American. Between 1972 and 
1975 this gap will close as the Europeans 
turn out 1,129 pounds per person, 87 per 
cent above their present level, and as 





the United States produces 1,573 pounds, 
only a 26 per cent increase over 1960. 


This comparison is not as unfavorable 
as it sounds. Europe’s population is ex- 
pected to grow only 11.8 per cent by 
1975, while America’s is expected to rise 
23.1 per cent. 


A study of probable steel consumption 
reveals that all of Western Europe, in- 
cluding the Coal and Steel Community, 
and other important steel producers, like 
Britain, Austria and the Scandinavian 
countries not in the Community will 
consume 167 million tons of steel by 
1975, while the United States will con- 
sume 160 million by that time. 


Europe’s per capita steel growth re- 
flects her need to reach a living stand- 
ard roughly comparable to ours; a goal 
no American should deplore. For as 
Europe takes this giant stride, she be- 
comes firmly integrated within the West- 
ern alliance, a more formidable bulwark 


against communism, whose ideology 
takes root where living standards are 
low or stagnant. 


Serious Manpower Problem. 


The managers of Europe’s new steel 
industry who are helping to bring about 
Europe’s exciting future, are as new as 
the mills they operate. Yet they have 
serious manpower problems. 


In their push for expansion and tech- 
nological improvement, they have adopt- 
ed techniques and attitudes toward the 
organization and operations of their 
plants learned either at firsthand in 
America or from American technicians 
assigned to help them in Europe under 
the Marshall Plan. These are superim- 
posed on a bedrock of the European re- 
spect for competence, quality and pure 
research. 


As a result, the German, French, Bel- 
gian or Luxembourg superintendent or 
engineer is a seasoned expert in manu- 
facturing and processing quality steels. 
Except for the differences in language 
and local custom (the European has the 
good sense to take his time over lunch), 
he works with as much drive, efficiency, 
tough mindedness, and enthusiasm as 
his American counterpart. 


He faces the problem, more or less 
chronic in all industrialized nations, of 
finding adequately trained technical peo- 
ple with the competence and initiative 
needed for modern industrial leadership. 


The European educational system does 
not provide the range of technical train- 
ing available to Americans, although its 
engineering and polytechnical institutes 
are of the highest quality. However, for 
the masses who do not qualify for this 
kind of training, there is little to prepare 
them for industry. Also, many students 
simply cannot attend school beyond age 
fourteen, the maximum compulsory limit 
in many European countries. 
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The personnel director of a steel com- 
pany in the Low Countries acknowledg- 
ed this problem to me. “Our foremen do 
not exercise the initiative that yours do 
in America,” he said. They still depend 
too much on orders from above, and can- 
not solve problems as readily as you 
American’s can.” He explained that the 
limited education of the European fore- 
man handicapped his decision-making 
power and his technical competence. “He 
does not have the educational back- 
ground that we can build on with ad- 
vanced training that your foremen do,” 
said the personnel man. “That is why 
a great deal of our training for foremen 
cannot be conducted on as high a level 
as yours. We must spend a great deal of 
time on basic educational training that 
you Americans get in your school sys- 
tem,” he said. 


Now industrialists like this personnel 
director look to America for the training 
and other human relations techniques 
that will help them develop a greater 
reservoir of industrial leaders. 


Social Equality a Must 

Europe must adopt the American con- 
cept of social equality — a move that 
may be more difficult than increasing 
her industrial capacity. But it is a move 
she must make if she is to remain com- 
petitive, improve living standards and 
broaden social equality and economic 
opportunity. 


The democratic European industrial- 
ists are aware of this. In my talks with 
them, most deplored their own caste 
consciousness and praised its absence in 
America. So it would seem that the re- 
volution is inevitable as the European 
gains greater experience in operating big 
industry under free institutions. 


The European businessman is as fa- 
miliar with the techniques of foreign 
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trade as his American counterpart is 
with mass merchandising techniques. 
However, he has a respect for sheer com- 
petence and excellence that is as much 
a part of his outlook and background as 
the magnificent cathedrals and art treas- 
ures with which he has grown up. Slip- 
shod workmanship, toc often accepted 
with resignation by Americans, is not 
tolerated by the European. 


This has paid off for him since the 
war. Europe is becoming a vital third 
force in world affairs, an economic re- 
gion that is potentially as powerful as the 
United States or Soviet Union. 


Need More Divine Discontent 

Perhaps it is true, as one of my friends, 
an industrial relations manager, observ- 
ed, “I wonder if we aren’t losing our re- 
spect for ability in our desire to find 
good organization men who will not be 
too conspicuous or challenging and who 
will submerge their ideas in committees. 
In our zeal to adopt human relations 
‘gimmicks’ that will make people hap- 
pier on their jobs, aren’t we losing sight 
of the ‘divine discontent’ that produces 
real progress and the competitive 
drive?” 


He may be right. Certainly the organ- 
ization man is too much with us. But 
there are unmistakable signs in some 
areas of American business today of a 
curiosity about foreign affairs and a re- 
appraisal of some of our free enterprise 
shibboleths that were lacking a few 
years ago. I hear more and more busi- 
nessmen yearning for competence and 
creativity in their organizations. In fact, 
the question of national goals and excel- 
lence was an important political issue. 
We seem to be reshaping our competitive 
attitudes. Foreign competition has forced 
us to. The European businessman has 
learned much from us; we have much to 
learn by visiting him. e 
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By DAVID KLEINERMAN 


The “image” the accountant has pre- 
sented to investors, management, labor, 
government and the general public is 
one of precision, exactitude, objectivity 
and conservatism. From the point of 
view of self interest, members of the ac- 
counting profession should do all in their 
power to promote and reinforce this 
image. Businessmen, however, should be 
encouraged to look rather critically at 
what the accountant does and to ques- 
tion whether they truly understand the 
results of his work. What may be more 
image shattering is that we will suggest 
in this article that the businessman has 
not recognized (and therefore has not 
articulated) some rather glaring short- 
comings of current accounting practice 
which have implications for the interpre- 
tation of financial statements. 

Professor Parkinson, in his book The 


Do Accountants Really Account? 


Not always, concludes 
this C.P.A. 


thal laymen be critical 


who asks 


Law and the Profits, describes certain 
forms of accounting as follows: “. 
accounts which would disgrace and dis- 
credit a third-rate dog-racing company 
are solemnly presented each year to the 
nation ... They are not true and they 
do not balance . . . They present only a 
picture of archaic and dignified confu- 
sions.””! 


Imbalance Sheet 

Although we have not recently re- 
viewed the statements of any third rate 
dog-racing companies, we need not go 
far to appreciate Parkinson’s criticism, 
not only of some forms of national in- 
come acounting, but of the accounting 
process as found in private industry. It 
is true that the figures do “balance” 
when published in corporate annual re- 
ports, but this characteristic is most dis- 


David Kleinerman is associate professor of accounting at Roosevelt University and 
has beer§ actively engaged in public and industrial accounting for fifteen years. He 
holds academic degrees from DePaul University, Northwestern University, and the 
University of Chicago. He currently serves on the committee on professional devel- 


opment of the Illinois Society of Certified Public Accountants. 




































arming to the unsophisticated. Those 
most interested in corporate affairs may 
be granted a sense of false security. We 
all recall the story about the dowager 
stockholder who felt her investments 
were secure as long as both sides of the 
balance sheet added up to the same fig- 
ure. What are some of the questions 
businessmen ought to ask about account- 
ing procedures? A sample list of four 
questions are here suggested and a dis- 
cussion of them follows. These questions 
are: 

I. Do accountants reflect all the per- 
tinent data in their statements? 

II. Do accountants use a universal or 
standard method of evaluation of a firm’s 
assets, equities and operations? 

III. Do accountants construct periodic 
financial statements on a comparable 
dollar basis? 

IV. Do accountants report in detail 
their findings in an examination of ac- 
counts? 

Or in other words — Do accountants 
really account? 

Our answer to all of these questions 
must be in the negative. Let us look at 
current practice to see whether this an- 
swer can be justified. We will deal with 
each of the questions posed in the order 
asked. 


Shortcomings Described 
I. Do accountants reflect all the pertin- 





Description of Data 
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Illustration No. 1 





ent data in their statements? In discuss- 
ing this question we will scrutinize the 
accounting for long term leases. Ameri- 
can industry has embarked, in recent 
years, on a grandiose plan of leasing 
everything from manufacturing plants to 
typewriters. Conventional accounting, to 
date, does not reflect the leased assets 
being used for income production on the 
firm’s balance sheet. Neither does it re- 
flect the real liability for rents to be paid 
over the term of the lease. Thus, the firm 
leasing would appear to have a greater 
return on operating assets (assuming an 
absolute positive return) than the firm 
that owns this asset. In fact, the return 
or efficiency of management may be 
greater in the latter case, but since it 
reflects the asset owned (as well as any 


liability thereon) the computed rate of 


return would be less. Illustration No. 1 
will bear out this point: 





B 


Leases 


A 
Owns 


a. Total balance sheet assets — before new acquisition $100,000 $100,000 
b. New acquisitions — per balance sheet 10,000 — 

c. Profits before new acquisition 6,000 6,000 
d. Profits after acquisition 6,700 6,600 
e. Total balance sheet assets (a. +- b.) 110,000 100,000 
f. Average rate of return (d./e.) 6.1% 6.6% 
g. Profits attributable to the new acquisition (d. — c.) $ 700 600 
h. Return on the new acquisition (g./$10,000) 71% 6% 
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Thus, assuming no changes except for 
the new acquistion, and the resultant re- 
turn thereon, it appears at first glance 
that B has been better managed since its 
average rate of return is greater than 
that of A (item f.). However, giving effect 
to the economic reality (rather than to 
the bookkeeping used) that both firms 
are in fact employing the same amount 
of assets, the true result is that A has 
used its new acquisition more efficiently 
(item h.) and B has really earned $100 
less with the same assets. The business- 
man who does not delve into the assets 
actually used in the firm’s operations can 
easily be misled. It is true that both the 
S.E.C.2 and the American Institute of 
Certified Public Accountants? have rec- 
ognized this problem and require an 
explanation of these long-term leases 
where these items are material (a term 
which is not easily or objectively de- 
termined). Rarely are these reflected in 
the body of the balance sheet. They are 
usually found among the auditor’s maze 
of footnotes.* 

It would seem that accountants could 
do better than this. Is it necessary to 
burden the reader with modifications of 
the statements presented by professional 
auditors? We think not. In fact, several 
proposals have been made to rectify this 
problem.> Certainly what accountants 
have done to date in this area can stand 
considerable improvement. 


II. Do accountants use a universal or 
standard method of evaluation of a firm’s 
assets, equities and operations? Invari- 
ably readers of financial statements and 
reports are plagued with terms such as 
(1) FIFO or LIFO inventory valuations, 
(2) straight-line or declining balance de- 
preciation computations, and (3) absorp- 
tion or direct costing methods. These al- 
ternatives may have their merits, but 
from the standpoint of intercompany 
comparisons there is precious little that 
is standard or immutable about the ac- 
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countant’s figures. The profession is be- 
ing prodded by such leaders in the pro- 
fession as Leonard Spacek (Managing 
Partner of Arthur Andersen & Co.) into 
activities which will make comparisons 
more meaningful and alternatives less 
arbitrarily chosen. Nonetheless, the 
propensity to change, by accountants at 
least, is slow. This results in income re- 
ports which vary between companies not 
because of differences in economic ac- 
tivity or efficiency of management but 
because of different, arbitrarily chosen 
accounting methods. 


III. Do accountants construct periodic 
financial statements on a comparable 
dollar basis? The previous section dealt 
with intercompany comparisons, while 
here we consider intra-company com- 
parisons over a period of time. A basic 
tenet of accounting is to consistently 
record transactions at their historic dol- 
lar amounts. Without belaboring this 
point it is clear that over any extended 
period of time the economic value of 
the dollar (its purchasing power) will 
vary. Even in the relatively stable period 
of 1953 to 1959 consumer prices rose 
from 113.5 to 124.6 (1947-49—100) or 
about 10%7, while in the same period 
wholesale prices rose to 119.5 from 111.6 
or about 7%%. Since some items have a 
long time effect on income it is inconsis- 
tent to recognize a raw material cost at 
$107 in 1959 when the same item was 
previously recorded at $100 in 1953, 
while contemporaneously some _ costs 
such as depreciation are recognized at 
the same dollar amount in both years, 
with no effect being given to changing 
money values. It is easy to see that the 
latter year’s cost of capital equipment 
employed, in terms of opportunity costs, 
is greater and not the same... but the 
accounting, and the net income deter- 
mined therefrom, does not reflect this. 
There have been many recommenda- 
tions to adjust for changing price levels. 
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All have met with some objections. This 
is, indeed, a not too easily solved prob- 
lem and at the present time there is no 
universally acceptable answer. However, 
businessmen should not be deluded by 
the accountant’s insistence on “consis- 
tency”. For here, as in other cases, his 
figures are not consistent. 


IV. Do accountants report in detail 
their findings in an examination of ac- 
counts? In analyses of financial state- 
ments the “consumer” of the financial 
statements really gets a summary of a 
digest of condensed financial statements. 
Rarely do they contain the significant de- 
tails which would aid in the consum- 
er’s decision-making process. What are 
some of these details? 

(1) The adequacy of a firm’s depreci- 
ation charges is usually difficult to as- 
sess. However, analysis may provide a 
clue. Upon disposition or sale of a ma- 
chine or plant the difference between 
the asset’s carrying value (usually his- 
toric cost less accumulated depreciation) 
and the proceeds from the sale will mea- 
sure what the accountant calls the “gain 
or loss on fixed asset dispositions.” It is 
true that many factors enter into this 
measurement, including price level 
change problems, referred to earlier and 
technological change. However, X 
which is consistently showing this type 
of gain, may be overstating its depreci- 
ation charges (and consequently under- 
stating its net income). An investment 
decision to buy X’s securities as opposed 
to those of Y, which is reporting losses 
on the same type of transactions, is not 
affected by the difference in these gains 
and losses only, but rather by the infer- 
ence that X’s real assets are generally 
greater than reported while Y’s are gen- 
erally less. But do accountants help the 
investor in this case? Usually not. Gain 
or loss on fixed asset dispositions is usu- 
ally camouflaged and commingled with 
other items under the elusive title of 
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“Other” or “Miscellaneous Income and 
Expenses”. 

(2) The author’s current research in 
the labor relations area has shown that 
in collective bargaining the relationship 
of labor costs to total costs is a relevant 
consideration in determining the effect of 
a wage change on costs, prices and pro- 
fits. Statements published and readily 
available to labor unions which show 
“cost of sales” without an appropriate 
breakdown of the components thereof 
contribute little and may even result in 
grave costs to all parties in the bargain- 





ing process. We have also noted some 
cases where bargaining was prolonged 
because details showing the economic 
effects of controlling and controlled cor- 
porations were not available. It may be 
argued that some or all of these items are 
not proper subjects of collective bargain- 
ing; however, our point is that since in- 
terested parties may require these de- 
tails they should be made available .. . 
that a supplementary audit of the audi- 
tor’s report not be a requirement to un- 
derstanding. 

(3) The financial statement which 
accounts for the change in working capi- 
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tal describes the flow of funds (their . 


source and disposition) and aids in ap- 
praising management’s future efficiency. 
It has been given prominent attention in 
accounting curricula and professional ex- 
aminations. One researcher has conclud- 
ed that . . . “From the analyst’s stand- 
point a statement of funds outranks the 
balance sheet in importance.’? Yet, with 
all this emphasis, this statement runs far 
behind the income statement and balance 
sheet in frequency of appearance in pub- 
lished financial reports which carry the 
accountant’s professional opinion or cer- 
tificate. (Incidentally, it is claimed by the 
proponents of this statement that it, in 
large measure, remedies the ills of con- 
ventionally prepared balance sheets and 
income statements.) Here, too, as in the 
two previous cases, details which are 
available are not reported thus making 
the accountants’ work less rather than 
more useful. 


Now Need Layman’s Pressure 


We have here suggested areas wherein 
the accountant’s work can better serve 
society. His work is not for consumption 
by other accountants, but should be di- 
rected toward the businessman in the 
language and in the units of measure 
he readily understands. The accounting 
profession has done much to improve 
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its reporting standards since 1933. What 
we have suggested here is that the goal 
of complete and unambiguous account- 
ing data leaves much progress yet to be 
achieved. The impetus to this progress 
may stem from within the profession, but 
a more positive stimulus can emanate 
from the lay business community. ® 


NOTES: 


1. C. Northcote Parkinson, The Law and the 
Profits, Houghton Mifflin Co., Boston, 1960, p. 10. 


2. Regulation S-X, Rule 3-18(b). 


3. Accounting Research Bulletin No. 43, Chap- 
ter 14. 


4. A critical view of complicated footnote ex- 
planations is presented in “What’s Wrong with 
Financial Accounting? A Symposium — The 
Investor’s View” by Arthur M. Cannon, The 
Journal of Accountancy, August 1961, pp. 32-33. 


5. One proposal recommended to the interested 
reader is Gordon Shillingaw’s article, “Leas- 
ing and Financial Statements”, The Accounting 
Review, October 1958, pp. 581-92. 


6. See his presentation at the annual American 
Institute of Certified Public Accountants Con- 
vention of 1960 as reported by Fortune, (Wise, 
T. A., “The Auditors Have Arrived, Part II’, 
Fortune, December 1960, p. 144 ff.), as well as 
his provocative article, “Need for an Account- 
ing Court”, The Accounting Review, July, 1958, 
pp. 368-79. 


7. Joint Economic Committee, 86th Congress, 2nd 
Session, 1960 Supplement to Economic Indica- 
tors, p. 81. 


8. Ibid, p. 85. 


9. “Security Analysts and the Price Level”, by 
Charles T. Horngren, The Accounting Review, 
October, 1955, pp. 575-581. 


THE ANCIENT C.P.A. 


I keep the world in order, don’t you know; 


The clumsy fingered laymen spill such crumbs. 


I guard Prudentia’s plum pie, as I go; 


Fending off Tom Taxman’s greedy thumbs. 


Accounting’s three initials on my shield, 


For medico or lawyer are the match. 
Before to “I.B.M.” my art I yield, 


I'll die by gulping red ink. Down the hatch! 


Tacitus 
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Could We Afford Disarmament? 


By FREMONT KAST 
and JIM ROSENZWEIG 


For two decades the world has been 
tormented by continual international 
tension, both hot and cold wars, with 
only sporadic periods of peace. In view 
of this experience our traditional econ- 
omic theories, based in part on the as- 
sumption of a peaceful international 
scene, appear totally unrealistic. In fact, 
during the entire twentieth century the 
major economic, social, and cultural rev- 
olutions have been influenced dramatic- 
ally by international conflict. 

The impact of a shooting war, such as 
World War II, on our society is unmis- 


Military exigencies should 
nol preclude planning for 


lhe economics of peace 


takable. Mobilization of tremendous ma- 
terial and human resources was neces- 
sary to meet the challenge of well-organ- 
ized German and Japanese plans for 
world domination. Gains in science and 
technology fostered accelerating im- 
provements in the weapons of war. Sup- 
plying the necessary materials required 
increased productive capacity. These 
changes and innovations carried over in- 
to the civilian economy at the close of 
the war and we continued upward from 
considerably higher technological and 
economic levels than were in evidence 


At first blush, an article concerned with the economic consequences of disarmament 
may seem a bitter irony in a world witnessing a nuclear arms race. Still it is plain 
that the present U.S. administration is continuing to place considerable emphasis 
on disarmament planning. The Soviet Union has never ceased to talk about total dis- 
armament as a goal. These governments and most of the people of the world are 
coming to see that the choice may be between planned disarmament and the dis- 
armament consequent to total destruction of man’s artifacts. That is why this article 
by Kast and Rosenzweig is more poignantly appropriate than ever before. Professor 
and associate professor respectively in the College of Business Administration of the 
University of Washington, they comprise an academic writing and research team that 
has had far too many joint publications in the last few years to be listed here. We 


are glad to welcome aboard our first West Coast contributors. 
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prior to World War II. An interesting 
question might be, “What would be the 
standard of living and economic climate 
in the United States if there had been 
no World War II?” 

During peace time periods, we have 
normally let our national defense estab- 
lishment stagnate at a notoriously low 
level. However, since World War II, 
changes in our international position 
have fostered new policies and military 
strategies, forcing maintenance of mili- 
tary strength even without a major open 
conflict. The political, economic, and so- 
ciological implications of sustaining a 
large military force by annual expendi- 
tures of nearly $50 billion dollars, about 
10 per cent of our national output, have 
really not been investigated. 

When the objective is clear cut, that 
of winning an immediate war, our dem- 
ocracy is able to function effectively, 
coordinating physical and human re- 
sources toward this objective. However, 
on the current international scene our 
objectives are substantially different 
from that of winning an immediate war. 
World War I, World War II and the 
Korean crisis and our experiences dur- 
ing the cold war prove that we can and 
have adequately planned for military 
conflict. However, can we meet the chal- 
lenge of possible reductions in world ten- 
sions—“Have we planned for peace?” 


Who’s Planning for Peace? 

Even though prospects for arms agree- 
ments between the great world powers 
seem extremely dim at present, it is 
foolhardy to dismiss completely consid- 
eration of eventual world peace. It would 
be well to consider what impact disarm- 
ament might have on the United States. 
Indeed, what would be the economic, 
political, and sociological implications of 
world peace? 

Currently little attention seems to be 
focused on this problem; little time and 
effort is being devoted toward long-range 


planning for world peace (relative to the 
time, money, and attention devoted to 
military security). Yet, the Soviet sug- 
gestion that our capitalistic society de- 
pends upon military expenditures for 
sustaining employment and growth is 
appalling to us. Certainly we reject this 
concept. Nevertheless, an abrupt change 
in the level of our national security ex- 
penditures could have an adverse effect 
upon our economy — but one that could 





be mitigated by adequate planning and 
preparation. 

Even during the crucial phases of 
World War II when we were engaged in 
an all-out military effort, we devoted 
substantial time and study to problems 
of post war reorientation. Now we ap- 
pear more complacent about the possible 
impact of disarmament and _ perhaps 
make the tacit assumption that the same 
factors that influenced the situation after 
World War II will prevail, even though 
the circumstances are entirely different! 
One general truth emerging from the 
cold war period has been the great in- 
stability of conditions and the rapidity 
with which changes can occur. While the 
cold war situation may well continue as 
it is or even grow warmer, we are con- 
vinced that it is necessary to look more 
closely at the social and economic, as 
well as the military implications of dis- 
armament. 
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Since the end of World War II, our 
national security expenditures have been 
over $500 billion, a staggering amount 
equivalent to nearly twice our total na- 
tional debt. What has been the real im- 
pact of this defense spending? Has it 
taken important resources away from 
our civilian society and reduced our con- 
sumption of consumer goods, investment 
goods and governmental services such as 
schools, and hospitals? Or, has this high 
level of military spending simply 
“primed the pump” and insured a full 
employment economy during this per- 
iod? At times — during the Korean War 
and currently — there has been a call for 
“srass root” sacrifices in order to main- 
tain a high level of national security 
preparation. 

If we maintain the current level of ex- 
penditures (10 per cent of gross nation- 
al product), the anticipated growth in 
gross national product over the next fif- 
teen years would allow a substantial in- 
crease in national security spending. 
Table 1 presents projections of gross 
national product through 1975 and the 
level of possible defense spending. Even 
‘with a reduction in this proportion the 
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absolute amount of defense expenditures 
could increase. Continued national se- 
curity expenditures ranging between 8 
and 12 per cent of gross national product 
would not have any adverse economic 
effects. 


Table 1 


PROJECTICNS OF GNP AND MAJOR 
NATIONAL SECURITY SPENDING 
(billions of 1960 dollars) 


1960 1965 1970 1975 


Gross National Product $503 $620 $750 $920 
Major National Security 


Expenditures .....45.0 60.0 75.0 90.0 

Alarmists have suggested that a con- 
tinued high level of defense spending will 
result in national bankruptcy; we do not 
forsee this result. Although over $500 
billion has gone into defense spending 
since 1946, our national debt has in- 
creased by only $30 billion. In 1946 our 
national debt represented nearly one 
year’s productive effort for the economy; 
in 1960 our national debt represents less 
than seven month’s productive effort. 
There is little question that we can sus- 
tain a high level of defense spending. 
The key question may be, “Can we af- 
ford to cut back this level of defense 
spending?” 


Military Spending Assuming General Disarmament, Fig. No. 1 
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1960 1965 
Figure No. 2 


During the post World War II period 
of international tension there have been 
two basic philosophies concerning the 
armaments race. One approach considers 
that armaments are primarily a symp- 
tom and not a cause of international ten- 
sion. Under this concept, before arma- 
ments can be reduced, basic international 
disputes must be settled and tension must 
subside. Therefore, negotiations on arms 
reduction and control. are considered 
fruitless until political disputes are re- 
soived; arms reduction would follow 
automatically. 

The second approach adopts the pre- 
mise that armaments are often a cause 
of tension and not merely the result of 
it. Proponents of this approach say that 
disarmament efforts must be attempted 
irrespective of progress on solving poli- 
tical question. Proper arms control mea- 
sures, in addition to reducing the bur- 
den of armament, may promote the set- 
tlement of outstanding political issues by 
creating a more temperate climate. 

One thing is certain, there has been no 
scarcity of disarmament proposals dur- 
ing the cold war. Both the Soviet and 
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Western blocs have fluctuated in terms 
of their willingness to reach agreement 
in certain areas. The strategic relation- 
ships between these two sides have been 
fluid with apparent advantages shifting 
according to technological break- 
throughs, such as the thermo-nuclear 
bomb and ballistic missiles, or with dip- 
lomatic victories. Internal changes within 
each country, including changing leader- 
ship roles, have also influenced interna- 
tional relationships and disarmament 
proposals. 

The likelihood of disarmament agree- 
ments depends to a considerable extent 
upon changes in military strategy on the 
part of both the United States and the 
Soviets. Although the cold war is likely 
to continue and the currently accepted 
doctrine for military planning is likely to 
remain appropriate, there remains the 
alternative that disarmament negotia- 
tions will be successful and that new 
strategies will have to be developed. 
Even without disarmament, the balance 
between strategic-tactical and nuclear- 
conventional approaches may well 
change. Some of the most important al- 
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ternatives for national security planning 
are: 


1. Nuclear test ban and subseq'ent limita- 
tions upon nuclear weapons. This would 
lead to a change of strategy with greater 
emphasis upon conventional weapons. 

2. Nuclear stalemate resulting from the 
strategic build-up of nuclear capacity. 
This would also lead to a build-up of 
conventional capability for limited war- 
fare.2 

3. Development of independent nuclear 
deterrent capacity by our allies. This 
would place less emphasis on U. S. 
global power as a deterrent. 

4. Emphasis upon chemical or biological 
warfare. Although the results of such 
a move are impossible to discern at 
present, it would certainly alter current 
planning: 

5. Growing tide of nationalism in such 
countries as the Congo. Such flare-ups 


might necessitate an increase in the U.S. 
support of the United Nations police 
force. 


The stated philosophy of both sides 
embraces the concept of general dis- 
armament as an ultimate goal. This con- 
cept would not only halt the arms race, 
but would also require the destruction of 
existing weapons and the disbanding of 
current forces. National military organ- 
izations :would be elminated with only 
internal security forces permited — the 
national guard or similar militia. The 
United Nations would maintain a police 
force as a deterrent to international con- 
flict. 


Limited Agreements Possible 

While this philosophy has great popu- 
lar appeal, it is a remote possibility for 
the forseeable future. At present there 
are too many unresolved political issues 
for countries to risk the danger to their 
national sovereignty required under 
such a program (certainly the Soviets 
have greatly resisted any system of con- 
trol which would make general disarma- 
ment workable). Furthermore, it is high- 
ly unlikely that an all-inclusive agree- 
ment on major disarmament will be 
reached. It is more likely that disarma- 
ment will take the form of a series of 
limited asreements which have a long- 
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run accumulative effect on military 
spending. 

Our purpose is to trace the conse- 
quences of a disarmament agreement as- 
suming arbitrary timing and resulting 
changes in military spending patterns. 
We can not pretend that these forecasts 
of the impact of disarmament will be 
accurate. However, we do suggest that 
this model for disarmament can set forth 
a framework for more detailed and com- 
prehensive planning for peace. 


The Conceptual Models 

Figure 1 is a conceptual model illus- 
trating the relationship of military 
spending to progress in world wide dis- 
armament agreements. Disarmament 
would proceed from a nuclear test ban 
through several phases until general 
disarmament is reached. For this con- 
ceptual model no specific dates have 
been set for accomplishment of each 
phase. Actually, the timing of progress 
on disarmament is totally indetermin- 
able from today’s viewpoint. However, 
this model retains its usefulness under 
various assumptions as to timing — the 
specific level of expenditures might dif- 
fer but the direction of change in de- 
fense spending would be the same and 
the implications to the economy would 
be similar. 

For purposes of discussion, however, 
it will be necessary to assign dates to 
each phase of the disarmament and mili- 
tary spending model. We have chosen a 
simplified model which is highly opti- 
mistic at present. Since the primary pur- 
pose is to trace the economic impact of 
changes in military spending, it seems 
desirable to set forth a model that would 
generate the most drastic repercussion. 
Figure 2 presents a military spending 
model assuming general disarmament by 
1970 with the following time schedule: 

1. 1961-1962 — This model assumes that 

current negotiations will results in sub- 


stantial agreement and that the initial 
phase of disarmament — nuclear test 




















ban — will be under way by late 1961 
or early 1962. Accordingly, 1961 would 
be the peak year for military spending. 

2. 1962-1965 — During this period, defense 
spending would be reduced substantial- 
ly, about $4 billion each year, to a level 
of $25 billion by 1965. 

3. 1965-1970 — During this period, both 
nuclear and conventional disarmament 
would progress, causing a continued de- 
cline in spending. 

4. By 1970 — General disarmament would 
be achieved with a sustaining level of 
defense expenditures at about $10 bil- 
lion. 


This model assumes very drastic 
changes in international relationships — 
a substantial about face from the cold 
war which has prevailed between East 
and West for the past 15 years. Although 
this model is unlikely, it is conceivable 
and would have a major impact upon our 
economy. Hence, it would be useful to 
trace its possible effects. 


From the current viewpoint it appears 
that this model of general disarmament 
by 1970 would have the following effects: 


1. Defense spending would continue at a 
level above 45 billion during 1961 and 
1962 but would decline thereafter. 
During this initial period emphasis 
would be placed on research and de- 
velopment of detection equipment, with 
increased expenditures for electronics. 
An effective nuclear ban is dependent 
upon reliable detection equipment not 
currently available. 

3. A nuclear test ban might shift U. S. de- 
fense spending toward the ballistic mis- 
sile race, with emphasis on rockets and 
other delivery equipment. 

4. A production ban on nuclear materials 
for military purposes would affect ex- 
penditures of the Atomic Energy Com- 
mission. It is likely that any decline 
in expenditures for military purposes 
would be offset by increased spending 
for peaceful use of atomic energy. Some 
of the “peaceful” uses might continue 
to have military implications, such as 
atomic power plants for ships, aircraft, 
and space vehicles. 

Curtailment of production of nuclear 

weaponry most likely would be offset 

by increased expenditures for “peace- 
time” space exploration. This would pro- 
vide for a continuation of basic re- 
search in such areas as_ propellants, 
electronic equipment, guidance systems, 

_ Space survival, and orbiting systems. 

6. Once an atmosphere of agreement is 
achieved through a nuclear test ban, 
steps for nuclear and conventional dis- 
armament might occur concurrently. 
Limitations on conventional military 
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spending would not necessarily await 
total nuclear disarmament. 

7. General disarmament by 1970 would re- 
quire a reduction in military forces 
to about 500,000 from our current level 
of 2,500,000. This level would be suffi- 
cient to man an internal security force 
plus contributing to the United Nations 
police force. 

8. The level of expenditures by 1970 under 
general disarmament would be approxi- 
mately $10 billion. This would represent 
an average annual reduction of about $4 
billion a year between 1961 and 1970. 

9. Even though direct defense expendi- 
tures were limited to $10 billion, it is 
very likely that civilian applications of 
possible military research and technol- 
ogy would be increased substantially. 
This would counteract somewhat the 
downturn in direct military expendi- 
tures. 

10. Federal expenditures would occur over 
a very broad range of science and tech- 
nology if such actions were necessary to 
retain the nation’s full employment and 
growth goals. 


In an economy which has grown ac- 
customed to military spending at a rela- 
tively high rate, annual decreases of $4 
billion could bring about serious reper- 
cussions. 

National Economy Under Disarmament 

In order to successfully utilize our po- 
tential labor force, productive resources, 
and technical skill, major adjustments 
would have to take place. With disarma- 
ment, the potential gross national prod- 
uct would be even greater than that set 
forth in Table 1 because of the reduction 
in the number of armed forces and the 
consequent increase in the civilian labor 
force. However, the major concern is not 
our supply potential — unless we are 
successful in adjusting to a substantially 
lower level of defense spending, we 
might find that disarmament, instead of 
bringing new vistas of prosperity, might 
bring increased unemployment, misal- 
location of resources, and economic up- 
heaval. 

Given disarmament, what is the de- 
mand for goods and services likely to 
be? Basically, demand consists of per- 
sonal consumption expenditures, invest- 
ment and government purchases of goods 
and services. Table 2 shows the level of 














22 BUSINESS AND SOCIETY 


demand components of gross national 
product for 1960-1975 under a general 
disarmament assumption wherein in- 
creases in government non-defense 
spending would offset reduced defense 
spending. State, local, and federal spend- 
ing is estimated to remain at about 19% 
of gross national product, a relationship 
which has been fairly constant in the 
post World War II period. Under this 
assumption total government spending 
would have to increase from $99 billion 
in 1960 to $141.0 billion in 1970 in order 
to sustain the potential of the economy 
with full utilization of resources. If gen- 
eral disarmament is achieved by 1970 the 


Table 2 
GROSS NATIONAL PRODUCT AND 
DEMAND COMPONENTS ASSUMING 
GENERAL DISARMAMENT BY 1970 
(billions of 1960 dollars) 


1960 1965 1970 1975 

Gross National 

Product ........... 503.2 620.0 750.0 920.0 
Personal 

Consumption.. 327.8 406.0 494.0 606.0 
Investment .......... 75.8 96.0 115.0 141.0 
Government 

Purchases of 

Goods and 

Services ............ 99.7 118.0 141.0 173.0 


military segment of government spend- 
ing would be reduced drastically by $35 
billion between 1961 and 1970. In order 
to reach the level of government spend- 
ing projected in Table 2, nondefense 
governmental expenditures would have 
to increase from about $54.0 billion in 
1960 to the very high level of $139.0 bil- 
lion in 1970. This would mean that gov- 
ernmental nondefense spending would 
increase by 140% between 1960 and 1970 
as compared to only 50% increase in 
total gross national product. Therefore, 
if government nondefense spending were 
required to make up the decline in na- 
tional security spending, the level of 
state, local and federal government 
peacetime spending would increase very 
rapidly to levels unprecedented in our 
history. 

To many, this startling increase in 
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government nondefense spending may 
seem drastic and unrealistic. However, 
for the past several decades government 
spending has been a gradually increasing 
proportion of our national product. 
State and local, as well as federal ex- 
penditures, have increased rapidly. In 
recent years government spending has 
been more than 20% of gross national 
product. Our assumption for the future 
does not call for a continuing increase in 
the proportion of government spending. 
In this sense, the 19% level is a con- 
servative estimate of the role of future 
governmental spending. Actually, these 
projections indicate a transfer of govern- 
mental spending from the military sector 
to the private sector. It does not appear 
reasonable to us to assume that the pri- 
vate sectors of our economy — private 
investment and consumption — could in- 
crease sufficiently to offset any drastic 
decline in national defense spending. 
Consequently, increased government 
nondefense spending will be necessary in 
order to sustain a high level of employ- 
ment and resource utilization. 


Long Run Implications 


Here are some of the long-run impli- 
cations of disarmament assuming a nec- 
essity for maintaining the current bal- 
ance between private and governmental 
sectors. 


1. An agreement for general disarmament 
by 1970 would result in the release of 
economic resources of $200-300 billion 
which normally (if cold war can be con- 
sidered “normal’”’) would be utilized for 
defense purposes. This amount would 
have to be absorbed by other sectors. 

2. In addition to the funds released by dis- 
armament, the increased productivity 
and growing labor force will make the 
nation’s potential for production of 
goods and services increase substanti- 
ally. Together, the reduced defense 
spending and the increased potential 
will provide an additional $50 billion 
annually for increased consumption, in- 
vestment, and nondefense government 
spending. 

3. Personal consumption and investment 

would continue their long-run growth 

and would absorb some of this $50 bil- 
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lion. However, governmental nondefense 
spending will have to replace most of 
the declining defense spending. 

4. Part of the increased government spend- 
ing will come from state and local 
sources. However, because of the grow- 
ing financial limitations in meeting 
needs, it is likely that the federal gov- 
ernment will play an increasing role in 
financing these progr ims. Even without 
disarmament this trend is already ap- 
parent in such areas as aid for educa- 
tion, highways, and welfare. 

5. Actually, many of the apparent needs 
in our society — education, health, high- 
ways, urban redevelopment, and other 
economic and social programs — are 
difficult to finance and provide through 
the private sector of our economy. Funds 
available through disarmament would 
help to meet many of the most urgent 
needs of our society. 

6. An undertaking of this magnitude in 
nondefense spending would require 
long-range preparation and planning. 
Obviously, these forecasts indicate many 
changes in our economic, political and 
social relationships. However, they are 
not revolutionary in nature but provide 
for the gradual evolution of basic trends 
in our society. 


on 


The general trends outlined above do 
not tell the whole story. There would be 
drastic, short-run repercussions stem- 
ming from general disarmament. 


Short-Run Impact 

For purposes of illustrating the short- 
run impact of disarmament we have as- 
sumed a situation whereby an agreement 
would be reached by late 1961 or early 
1962. Defense expenditures for the 
United States would be reduced by $5 
billion per year from 1962 to 1965, down 
to a level of $25 billion. In Table 3 gross 
national product is projected to increase 
at a moderate rate through 1961 to a 
level of $515 billion. Then, disarmament 
would bring about a major recession 
causing readjustments in various de- 
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mand components. The trough of the re- 
cession would last for one or two years 
— probably through 1963. Recovery 
from this reduction in defense spending 
would take longer than the other post- 
war economic readjustments. Even 
through 1964 and 1965 the nation would 
not achieve its full economic potential. 
This interpretation of the overall impact 
results from analysis of changes in the 
following components. 


Consumption May Not Increase 

With a $5 billion annual reduction in 
defense spending during the period 1962 
and 1965 there would be approximately 
$50 billion less spent for defense than 
under a continued cold war atmosphere. 
Part of this defense spending cutback 
would be transferred to consumption 
through tax cuts. However, it is not like- 
ly that consumption would rise enough 
to offset the entire decrease. It is prob- 
able that consumption would remain 
stable or even decline because of disrup- 
tion in the economy, necessity for work- 
er reallocation and resulting unemploy- 
ment. Reduced defense spending would 
also have a severe impact on invest- 
ments, even if corporate taxes were cut. 
A considerable portion of the private in- 
vestment in recent years has been stimu- 
lated by national security expenditures 
and a cutback in this sector would have 
an adverse effect. 

With a cutback in defense spending 
and with consumption and investment 
also declining, the economy would head 
into a spiraling downturn with attend- 
ant widescale unemployment. In 1962 


Table 3 


SHORT-RUN IMPACT OF GENERAL DISARMAMENT 
1960-1965 
(billions of 1960 dollars) 


Gross National Product . 
Consumption . 

araam 
Defense Spending ..................... 
Other Government Spending .... 


1960 1961 1962 1963 1964 1965 


504.0 515.0 500.0 510.0 540.0 570.0 
329.0 337.0 340.0 345.0 360.0 376.0 


76.0 74.0 58.0 58.0 68.0 78.0 
45.0 46.0 40.0 35.0 30.0 25.0 
54.0 58.0 62.0 72.0 82.0 91.0 
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unemployment might be 7-8 billion, 9- 
10% of the labor force. Unemployment 
would increase to 8-9 million in 1963. 
The number would decline to about 6-7 
million by 1965, about 8% of the labor 
force. However, there are forces which 
might help reduce this level. A downturn 
in the rate of productivity, average hours 
worked per week, or participation rates 
would tend to reduce unemployment. 
And it is likely that these will occur. 
Even so, it is likely that unemployment 
would be at a higher level than at any 
other time since the 1930’s. 

To help offset the decline, government 
nondefense spending would rise signifi- 
cantly. Although state and local govern- 
ment expenditures might increase some- 
what, it will be the federal government 
which will initiate most of the spending 
programs. In order for these programs 
to provide the necessary stimulus to the 
economy there must be careful planning 
and proposed courses of action in a state 
of readiness. Indications suggest that 
this planning has not been done. More- 
over, it would require substantial time 
to pass legislation and to set up the ad- 
ministrative machinery necessary to em- 
bark upon such a large scale program. 
These nondefense programs would not 
be as efficient as defense spending in 
stimulating the economy in the short- 
run. The reaction to the spending would 
not be immediate — it will take some 
time for nondefense programs to have a 
full impact on consumption and invest- 
ment. 


Planning for Peace is Essential 

It is unlikely that our government 
would allow a rapid reduction of defense 
spending. The economic consequences 
would be too great. Defense spending 
probably would be phased out slowly 
until nondefense programs could be 
geared up as replacements. The most 
likely approach would include a small 
reduction in military spending, a reduc- 
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tion in corporate and personal taxes and 
increases in nondefense government 
spending. The actual reduction in de- 
fense spending would depend to a major 
extent upon the ability of the economy 
to absorb the shock. In effect, the na- 
tion’s approach to general disarmament 
would have to be flexible enough to pre- 
vent drastic economic consequences. 

It is vital for our country to place 
greater emphasis on the planning for 
this unlikely but sought-after alterna- 
tive — world peace. True, the Russians 
have given use little reason to be opti- 
mistic about an early agreement on dis- 
armament. But we do not want to be in 
a position which might give credence to 
Communist Propaganda that cutbacks in 
defense spending would have dire con- 
sequences for our economy. How can 
we avoid these consequences? We can 
meet the challenge of disarmament only 
through an active program of planning 
similar to that engaged in during the 
latter phases of World War II. And, 
shouldn’t we partially match the effort 
that we have devoted to planning for 
military preparation and international 
conflict? Much larger amounts are cur- 
rently being spent to study defense 
strategies or agricultural policies than 
are being devoted to any concentrated 
effort to study the impact of and the 
necessary planning for a cutback in de- 
fense spending. We must provide dy- 
namic leadership, indicating to the world 
that cutbacks in defense spending would 
be welcomed and would lead to pros- 
perity. We can show by our example that 
a democratic process can adjust to the 
requirement of a dynamic world. 

Let us not be duped into making the 
assumption that only our country will 
have problems under disarmament. It is 
highly unlikely that any program of 
disarmament will (as Khrushchev has 
vociferously proclaimed) be welcomed 
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The Office Boy 


By EVAN SLOCUM 


I received a telephone call from P. C. 
Eldredge’s daughter the other day. She 
informed me that her father had died. 
It happened in a Florida town with one 
of those imitation Spanish names, but I 
was too upset to get the details. 

You see, this very old man was very 
important to me. He paid part of my way 
through college after he retired. More 
than that, he was the central figure and 
the hero in the first compartment of my 
career. I was the office boy and he was 
the big boss. Yet there was something 
between us that made us very close then 
and through all the years, though we 
left the something unspoken in our let- 
ters and had not seen each other since 
the night of his retirement in 1938. Let 
me explain. 

I started working for Mr. Eldredge 
back in 1937. In what was then the best 
tradition, I began as an office boy. There 
was no college degree nor family con- 
nection to offer me certain escape from 
the mailroom when the week after 
graduation from Chicago’s Austin High 
School, I was installed in my new posi- 
tion with P. C, Eldredge & Co. 

Eldredge & Co. was even at that time 
an anachronism, a kind of bulky her- 
bivorous dinosaur threatened with ex- 


tinction by lack of feed or by the teeth 
of flesh eaters. The firm was one of the 
original fire insurance general agencies 
which acted as western departments in 
opening up Chicago for the big Eastern 
insurance companies. The office original- 
ly took an overriding commission on all 
business placed in two of these insurance 
carriers, but by the thirties the com- 
panies were operating their own branch 
offices and circumventing their pioneer- 
ing middleman. 

Eldredge & Co. was ensconced in a 
handsome Sullivanesque office building 
long since leveled into an ugly Chicago 
loop parking lot. I was fascinated by the 
building’s rattling iron elevator cages 
and their large red lights and clanging 
bells. The elevator operators, universally 
stooped and incredibly aged, were natur- 
al allies of the office boys in the building. 
They shared with us their inside infor- 
mation about baseball, race horses and 
the commercial and personal lives of 
their regular passengers. One of them 
was the local historian who specialized 
in recounting how men leaped from the 
building to their deaths during preced- 
ing depressed years. Most suicides jump- 
ed into the central air shaft and their 
bodies were plastered darkly against the 


Evan Slocum’s verse in the last two issues of this publication made it unique among 
business journals. With this business-based short story, he helps us claim another 


“first”. 
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wired glass which lay at the bottom of 
the shaft and served as the sky of the 
building lobby. 

The building and its personnel were 
modern compared to the era one entered 
through the double glass doors bearing 
the legend “P. C. Eldredge & Co.” in 
black-edged and scrolly gilt letters. 
There was a small waiting space with 
two hard wooden benches, cornered by 
waist high counters. Behind these count- 
ers toiled a “bull pen” full of fire in- 





surance underwriters or “examiners” as 
we called them then. Much of their time 
was occupied in pulling the huge vol- 
umes of maps out from behind these 
counters and poring over them with the 
agents and brokers who came into the 
office. These map books contained a 
diagram and fire insurance specifications 
for every building in every block of the 
city. When now and then an examiner let 
me look at one of these maps, I had the 
unjustifiable sense of peeping into bed- 
rooms. 

Beyond the counter ranged a squad- 
ron of roll top desks where the various 
examiners, clerks and brokers sat. By 
each desk stood a spittoon. There were 
still a few high and shiny brass cuspi- 
dors, but most were low and of painted 
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metal. The cuspidors seemed to say, 
“Here is a man’s world where every 
man smokes whether he wants to or 
not.” The last tobacco chewer had aban- 
doned his archery some years before. 


Huge wooden-bladed fans hung from 
the ceiling in winter like black and dusty 
vultures. In the summer they set up an 
insistent, drowsy hum and became huge 
gleaming and whirling cicada wings in 
the obscurity produced by the lowered 
shades. More than once, dreaming at my 
desk in the stockroom beneath a single 
such fan, the whir developed a throb and 
the steamship beneath my feet beat for 
Port Said through the Arabian Sea. 


I liked my little “office” in the stock- 
room. I was the expert there. Once I 
ventured from its stuffy safety into the 
“bull pen” or to the private offices, any- 
one could shout that detested word, 
“boy,” and I would be forced to heel to 
his bidding. I hated the preemptory 
buzzer with which the switchboard girl 
summoned me out into the light. Those 
who entered my cave did so as suitors— 
to beg a bit of string, to “borrow” a 
stamp, to ask me to do an errand which 
was not strictly business. Two of the 
younger stenographers would stop in to 
banter and flirt with me, dashing from 
my sanctuary as soon as they had made 
sure they had tantalized “the boy.” 


My dim baliwick served too as trysting 
place for the Polish examiner and the 
switchboard relief girl who met behind 
the huge cartons of paper in the rear of 
the room. I was their fellow-conspirator 
and when they married I was invited to 
their wedding on the west side and was 
introduced to the wonders of whiskey 
at the orgy of feasting and dancing. 

Only two men ever invaded my fort- 
ress who outranked me on that ground. 
One was the office manager, Mr. Collins, 
who was my immediate line superior, 
and the other was the founder and presi- 


dent of the firm, P. C. Eldredge himself. 


| 
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Mr. Collins had been a career Navy 
man and had risen to the rank of chief 
petty officer. He had established an 
equivalent status with Eldredge & Co. 
and had arranged himself a semi-private 
office by ingenious placement of filing 
cabinets around his desk. He was a thin 
little man with a piercingly nasal Kansas 
accent and a fondness for homilies. 
About two noon hours a week and now 
and then on Saturday morning, he would 
enter my stockroom chapel and preach 
success. Not only had he mastered 
Benjamin Franklin’s maxims, but he had 
improved on them. “Haste is a great 
waster,” he would say, “until you learn 
~ how to hasten, without wastin’.” Or in 
a Naval vein, “Polish the brass every 
day, even on Sunday, for that’s when the 
admiral’s free to call.” 

The first time the admiral did call, I 
was engaged in shaving the dictaphone 
cylinders and didn’t notice that he was 
standing in the dusk of my forecastle. I 
was absorbed in a routine task I en- 
joyed — inserting the old fashioned, wax 
dictating cylinders into a machine which 
erased the message inscribed upon them. 
The knife of the device smoothly and 
silently peeled off the black wax and 
neatly destroyed the. interminable am- 
enities of business correspondence. 

I had developed a special speed and 
deftness at handling this machine; I had 
learned to hasten without wastin’! On 
this day, I turned around and perceived 
the white-suited bulk of P. C. ! Id:edve 
himself. I caught the half-absorbed look 
with which he watched me at my effic’- 
ent machining. “You handle the gadget 
well,” he said in a deep and even voice. 
Then his white eyebrows rose and drew 
the corners of his face upward into a 
smile. 

During the next year I received per- 
haps a half dozen eyebrow-hinged smiles 
from Mr. Eldredge. Otherwise the chief 
did not communicate with me, one way 


or the other. When I knocked the type- 
writer off the stand and sent it crashing 
to the floor just outside his office door, 
for instance, he said nothing and did not 
even turn around. 

I’m certain that quiet approval by that 
Olympian personage was my incentive 
to hard work as much as any hope I had 
for a pay raise or a promotion and cer- 
tainly more influential than the exhor- 
tations of that other self-made man, Mr. 
Collins. 

Things were not going well for Eld- 
redge & Co. by the start of my sec- 
ond summer as office boy. I overheard 
snatches of worried commentary from 
the clerks around the water cooler. A 
number of strange men congregated 
with Mr. Eldredge in his private office 
and once, when I stood outside delivering 
fresh dictating cylinders to his secretary, 
I could see two of the men gesturing 
threatningly toward the president. But 
he sat there large and passive, rather 
like the portrait of William Howard 
Taft which had adorned the wall of my 
high school civics classroom. 


Finally Office Manager Collins an- 
nounced to the ordinary help that Eld- 
redge & Co. was being sold by Mr. Eld- 
redge to a firm of Kansas City general 
agents who also owned an insurance 
company. Our company would retain its 
name, personnel, and manner of doing 
business and we were not to get excited 
about it. Mr. Eldredge was entering en- 
forced retirement with just enough 
money to keep a modest home in Florida. 

The office manager confided to me 
privately, “The skipper was a good one 
in his day, but the last couple of years 
he’s been sailing against the tide. Al- 
ways remember, son, to move with the 
tide, or you’ll wind up on the beach.” 

On Mr. Eldredge’s last day in the 
office, we gave a party for him. He was 
presented some excellent luggage by the 
special agents who were traveling men 
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themselves. Mr. Collins made a speech 
of appreciation on behalf of the office 
employees. Mr. Eldredge looked ill, but 
was quietly gracious and almost jovial. 
Some of the older women were sobbing. 
There was a sad, strained note in the 
overhead fan as well as on the faces of 
the men as they said goodbye to Mr. 
Eldredge. I knew that the bulk of them 
were heading for a session in the saloon 
downstairs. 

After they left. Mr. Eldredge stayed 
on. I could see his white-suited back 
through the glass partition of his office. 
He was standing in front of the window, 
looking out. I watched him for what 
seemed a long time and he didn’t move. 
Then I went back into my work room 
and tried to read. 

I don’t know what impelled me to skip 
supper that night, even though I told my- 
self it was the extreme heat. Logically I 
could have found cooler air outside. My 
great fan seemed to be churning in a 
viscose element. My skin felt like the 
slimy sponge I used for stamping mail. 
It was Monday and I had a night school 
class to attend at the old Central 
Y.M.C.A. College on LaSalle Street. 
Usually I headed out at closing time to 
get a bite to eat before school. 


Instead this evening I remained in my 
cubbyhole, ostensibly to study. I had a 
history book propped up before me. I 
think it was one of those produced by 
the alliterative team of Beard and Bag- 
ley. I had the lights off except for my 
flexible, metal shaded desk lamp which 
was sending out an intolerable scorch. 
I tried to concentrate but I couldn’t wipe 
out the image of Mr. Eldredge standing 
motionless at the window. 

Suddenly there was a sound behind 
me. I swiveled sharply in my chair, jar- 


ring the goose-necked desk lamp as I did . 


so. Its cup shade focused upward on the 
face of Mr. Eldredge who had been 
standing there for I don’t know how long. 
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His heavy face was a seared white and 
deeply channeled with lines I had not 
noticed before. His dark circled eyes be- 
neath the white peaked gables of his eye- 
brows were staring over my head and 
beyond me. 

I was shocked and startled, but I felt 
I ought to say something since he ut- 
tered no sound. “I’m staying late to- 
night,” I explained lamely. “I’ve got a 
night school class and I thought Id 
better bone up on my homework.” 

He still gaped beyond me, seeming not 
to hear. I remumbled my previous ex- 
planation. He turned his dark eyes 
downward into mine and slowly began 
to focus. Some understanding seemed to 
come back into them as if from a long 
way off. He worked his lips, but they 
were dry and soundless for a time and 
then he said softly but distinctly, “I 
didn’t know you went to night school.” 

I felt the need to keep the conversa- 
tion rolling, so I replied, “Like Mr. Col- 
lins always says, I figure a little educa- 
tion in a dangerous thing, but it’s a heck 
of a lot better than none.” There was a 
long pause. I felt rather than saw Mr. 
Eldredge staring at me. 

“Sounds like that son of a sea oracle,” 
Mr. Eldredge finally replied. “Now turn 
that darn light out of my eyes.” Despite 
a degree of harshness in this demand, I 
was happy to obey and notice that his 
tone was becoming more natural. He 
scuffed a light chair over beside me and 
sat down heavily. I didn’t dare look at 
him as he reached one heavy hand over 
to my history text, picked it up and 
studied the title. 

“T thought everybody had gone home, 
but I hadn’t reckoned on Horatio Alger,” 
he mused. 

“Who?” I asked, though I heard him 
well. 

“Oh, nothing — just talking to my- 
self.” Then he turned and looked at me 
so sharply that he drew my involuntary 
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gaze. “Where do you aim to go with 
this education you’re getting?” 

I had no trouble with the answer. I 
was at an age of certainty. “I want to 
be an examiner, and then a field man 
and then a general agent like you - - - ”. 
“Like me?” he mused. I nodded and 
looked at him. He had cocked one bushy 
eyebrow up and lifted the corners of 
something close to his usual sinile. He 
put a hand on my shoulder and let it 
rest there and I feli something hard 
between his hand and my shirt. He pull- 
ed his hand down quickly but I saw the 
object. It was a gleaming straight razor 


folded into an onyx handle. 

Mr. Eldredge quickly moved over to 
a wash basin which stood near my desk, 
switched on the light over the mirror 
and looked at himself for a moment. 
Then he placed the razor on the sill be- 
neath the mirror and began to wash his 
hands. 

“Guess I won’t shave after all,” he 
said. “It’s too hot.” He snapped off the 
light brusquely and walked out my door. 
After a pause, he came back to the en- 
trance to my stockroom. “Good night,” 
he called simply. And his heavy foot- 
steps padded off down the corridor. 


RESEARCH CENTER REPORT 


Neglected Area of Accounts 
Receivable Comes Under Study 


Explains process and offers 
insights for practical use 


through quantitative models 


By HASKEL BEN ISHAY 


This Business Research Center report will analyze the process of creation and the 
main determinants of the volume of accounts receivable. It will demonstrate that 
the mean collection period can be estimated not only by the ratio of receivables to 
credit sales which is commonly employed, but also by the ratio of receivables to col- 
lections plus bad debts, and by the distribut'on of collections by age. It will also de- 
monstrate that the distribution of collections by age is a good representation of the 
distribution of credit sales by length of collection period. 

The literature dealing with control and evaluation of accounts receivable merely 
describes current practices. It provides no explanation of the process which gives 
rise to a given receivables volume, and consequently fails to gain valuable insights 
which could be translated into useful applications. 

Chapin for example devotes only a few lines to the method of computing the aver- 






This is Professor Ben Ishay’s second contribution to our reports on projects under- 
way in the Roosevelt Business Research Center. 
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age (mean) collection period from sales and receivables data, without an accom- 
panying rationale. He writes: “The collection turnover may be obtained by dividing 
average receivables outstanding by the average daily sales . . . Thus with annual 
sales of $360,000 and average receivables of $40,000 there are 360000/40000 or nine 
turnovers, or one-ninth of the year’s business on the books at one time...” In a later 
edition he does not elaborate any further.” 

Beckman and Bartel give a confused account of receivables control measures. They 
seem to define incorrectly the mean collection period and to draw a false distinction 
between it and the identical concept of “number of days outstanding”. They state: 


“Collection Percentage Index. The collection percentage, also one of the most 
commonly used of the credit control indexes, is determined by dividing the total 
amounts collected during the month by the total accounts and notes receivable out- 
standing at the beginning of the month. 

“Average collection period . . . This estimate is made by dividing the number of 
days in the credit period, allowed by the terms of sale, by the collection index . . 
may also be obtained by dividing the month’s credit sales by the month-end receiv- 
ables and then dividing the result into the exact number of days in the current 
month. 

“Another way of computing the number of days credit sales carried in the ac- 
counts receivables is by the following ratio: 


_____ Recounts ans’ notes recsivebie - number of days of credit sales outstanding 


Average daily credit sales 


This measure in terms of days, however, should not be confused with the number of 
days in the average collection period.’ 

Finally Hunt, Williams, and Donaldson in their very excellent Basic Business Fi- 
nance, use the ratio of receivables to total sales as a control measure rather than 
receivables to credit sales without explaining in what sense this ratio could be mean- 
ingful.4 And nowhere is there an account of the meaning of the distribution of collec- 
tions by age. 

We will attempt to fill the gap in literature and practice by describing the receiv- 
ables creation process and by suggesting alternative ways of estimating the mean col- 
lection period as well as the whole distribution of collection periods. We shall employ 
two methods of presentation: (1) Assuming the magnitude of the causal variables, 
credit sales and collection periods distribution, we shall simulate the receivables’ 
creation process through time and then use the receivables data generated to esti- 
mate the collections time patterns in several alternative ways. (2) The same pro- 
cess will be treated more rigorously and comprehensively via a mathematical model 
following the numerical model. 


The Numerical Model 
Assumptions: 
Credit sales per month are assumed to be $1,000, evenly distributed through time. 
The distribution of collection periods at any time for all credit sales dollars is: 
90% of credit sales pay after 1 month 
30% of credit sales pay after 2 months 
20% of credit sales pay or are written off after 3 months 
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The average collection period is therefore the weighted average (0.5) (1) + (0.3) (2) 
+ (0.2) (3)=1.7 months, where 0.5, 0.3, 0.2 are the weights. 

In the following table we will simulate the process from its beginning, on the 
first day of the first month: 
































Month Credit Collections Collections Collections Total End of month 
Sales from pre- from sales from sales collections receivables 
vious month twomonths. three months (sum of three volume (pre- 
sales ago ago entries on vious sales 
its left) minus previous 
collections) 
(1) (2) (3) (4) (5) (6) 
2 1000 500 ; - 7 500 1500 . 
3 1000 (asi eae 800 1700 
4 100 + £.j50 +  — 30 a 1000 1700 
5 __ 1000 500 300200 1000 1700 
6 1000 500 300 200 1000 1700 








Upon examining the above table we note that it takes three months, which is the 
maximum period an account remains unpaid, to achieve the equilibrium volume of 
receivables. From the beginning of the fourth month on, the volume is 1700 at any 
point in time. 

Now, suppose all which is available to us are credit sales, collections, and accounts 
receivable data. How could we estimate the mean collection period, and the distribu- 
tion of collection periods? 

The ratio of the volume of accounts receivable to credit sales per month will rep- 
resent the mean collection period 1700/1000—1.7 months. 

The ratio of the volume of accounts receivable to (collections plus bad debts) will 
also represent the mean collection period 1700/(500+-300+-200)=1.7 months. 

The percentage of credit sales dollars paying after one month could be estimated by 
the ratio of collections from previous month sales to total (collections plus bad 
debts), or the ratio column (2) to the sum of columns (2), (3), (4). 500/1000=0.5 

The percentage of credit sales dollars paying after two months can be estimated 
by the ratio of collections from sales two months ago, to total collections plus bad 
debts, or by the ratio of column (3) to the sum of (2), (3), (4). 300/1000—.3 

Finally the percentage of credit sales dollars paying or written off, after three 
months can be estimated by the ratio of column (4), collections and accounts writ- 
ten off from sales three months ago, to sum of column (2), (3), (4), total collec- 
tions. 200/1000=.2 

These three percentages estimate the distribution of credit sales dollars by collec- 
tion period. They can of course be also utilized to estimate the mean collection per- 
iod by computing a weighted average of collection periods where the estimated per- 
centages serve as weights. 

(0.5) (1) + (0.3) (2) +- (0.2) (3) =1.7 

The best procedure for securing the above estimates on a continuous basis will be 
to distribute each month’s collections by length of time they remained unpaid (by 
age) at the end of every month. Information about percentages of credit sales asso- 
ciated with each collection period will then be furnished continuously. 

The percentages of credit sales paying after one, two and three months could be 
estimated in a similar fashion by substituting credit sales for the sum of column (2), 
(3), and (4), in the denominators of the three percentages estimated above. This is 
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true since credit sales and collections plus bad debts will tend to be equal once the 
credit granting and collections process is in equilibrium after the initial three month 


period. 


II. Mathematical Model 

The notation which is to be used throughout the exposition and the underlying as- 
sumptions, are presented below. 

Let sales per interval of time be s and let s in any time interval be equal to s in 
any other time interval. 

Let the proportion of credit sales to total sales be r, such that r.s. is credit sales. 

Let the time interval (day, month, etc.) from point in time t-1 to point in time t 
(dawn to dawn, Monday noon to Monday noon, etc.) be T. 

Let the possible collection period be i intervals of time and the maximum collection 
period be n intervals of times such that i=n for any portion of credit sales. 

n can be thought of as the period from the time a credit sale is made to the time 
the resulting account receivable is declared “a bad debt” by the company. The 
length of this period is usually determined by the firm’s experience. It is assumed 
that the firm ascertains the uncollectibility of the receivable by the criterion of hav- 
ing grown older than n periods.® 

Let the proportion of credit sales paid on the i‘* interval after the interval in 
which they were made be P, 

Let P, be constant over time. 

n 

The mean (expectation) of the collection periods or M.C.P., would then be = Pi 

ea | 

Finally let total value of receivables (credit sales made but not yet paid) at time 
t be V, 

A. Volume of receivables in equilibrium 

1. If (r.s);=(r.s)y,; and M.C.P.,—M.C.P.,.,; and if trade credit has been granted 
for at least n periods, the volume of receivables can be written at any time t as fol- 
lows: 

(r.s)71 + (r.s)7, (1-Pi:) + (rs)r-. (1-P,-P. +... + (r-S)r-ns: Pa = Vi (1) 
the first term on the left denoting the credit sales of the period T, of which none were 
paid yet, the second the credit sales of the period before last which were not yet paid 
etc., the last term denoting credit sales made in the T-n+-1 period before last, which 
were not yet paid 

Tn T-n+1 ..... T-3 T-2 | T-1 | T 


Expression (1) can be rewritten as 

(rs) [1+ (1-P,) + (1-P,-P.) + ...+P,] = (2) 
(rs) [(P,. + P. + P; +...+P, + (P. +P; +...+P,) + 

(P; +P, +...+ PP.) +... +P, ] 

P,, is in n expressions 

P,,_, is in n-1 expressions 

P, is in one expression, hence adding the P, , (3) can be written 


(rs) (1 P,+2P.+3P,+...+ nP, ] = (4) 
n 
(rs) [= P;i] = (rs) (M.C.P.) = V, (in equilibrium) (5) 


i=] 
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consequently also V,/r.s = mean collection period (6) 
and r.s = V,/M.C.P. (7) 
Equation (5) clearly demonstrates that the amount of funds tied up in receivables 
depends on total sales, on the credit granting policy of the firm which determines r, 
and upon the mean collection period. Equation (6) shows that in equilibrium the 
mean collection period is represented by the ratio of receivables to credit sales. Equa- 
tion (7) shows that in equilibrium credit sales may be represented by the ratio of 
receivables to the mean collection period. 


B. Collections 

We will show that in equilibrium (when r.s and M.C.P. are constant and the 
credit granting process has been in operation for a least n) credit sales equal col- 
lections plus bad debts. 

Collections plus bad debt in a time interval T can be written as follows: 

(r.s) (P:) + (rs) (P2) +... + (rs) Pa-1 + (1s) Pa (8) 
where the first term on the left denotes collections from sales in the previous period 
i.e., during T-1, the second, collections from sales two periods ago, i.e., during T-2, 
etc; the last term, collections and bad debts from sales n periods ago, i.e., during T-n. 

T-n | T-n + 1|...T-2|T-1|T 

Expression (8) can be written as 

(rs) (P, + P, + Py. +... + P,)= (rs) 1; since P, + P2 + Pi. +P, =1 


Hence, collections + bad debts = CREDIT SALES. (9) 
As a corollary, therefore, since (6) and (9) are true 
V 


Callcctions 4. ba daite = mean collection period. (10) 


C. Distribution of Collections by Age 

More detailed information about the collection periods of credit sales dollars is 
given by the distribution by age of the collections plus bad debts in period T. It actu- 
ally provides the distribution of the collection periods, the P; . 

Each of the terms in (8) above, (r.s)P; , provides us with the dollar amount of the 
different age groups among the paid or written off receivables. This term divided by 
either credit sales or by collections plus bad debts will produce the P; since equation 


(9) above holds true : 
(r.s) P, _p. (11) 
r.s 
(r.s)P 12 
rs)P, - (12) 


collection +- bad debts 
To get the mean collection period from this distribution we sum the resultant P, 
as follows: 
n 
= Pii= BC. (11a, 12a) 
ic} 

As a practical matter, of course, it should be noted that the model’s two main as- 
sumptions, the evenness of the distribution of credit sales over time, and the con- 
staney of the distribution of collection periods over time, are only approximated in 
reality. Both credit sales and the collection period may behave as random variables. 
This, however, detracts little from the usefulness of the above analysis. If the mean 
of credit sales or the mean of collections is computed for n (maximum collection 
period) previous periods and used in the formulas, instead of one period’s observa- 
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tion, the mean collection period would be satisfactorily measured. The receivables’ 
creation process was simulated while the determining variables were generated 
through a random process, and the computations of the mean collection period via 
the methods suggested above gave satisfactory results. 


NOTES 

1. Albert F. Chapin, Credit and Collections Princ'ples and Practices, McGraw-Hill Book Co. Inc., 
New York, 1953, p. 422. 

2. Albert F. Chapin, Credit and Collections Principles and Practices, McGraw-Hill Book Co. Inc., 
New York, 1960, p. 359. 

3. T. N. Beckman and R. M. Bartels, Credit and Collections in Theory and Practice, McGraw-Hill 
Book Co. Inc., New York, pp. 580-581, 586. 

4. P. Hunt, C. M. Williams, and G. Donaldson, Basic Business Finance. Richard D. Irwin, Inc., 
Homewood, IIl., 1958, p. 54. 

5. It is assumed that the firm ascertains the uncollectibility of an account receivable by the criter- 
ion of its having grown older than 3 months. 


6. This way of handling the identification of bad debts is common practice. 


Upward Mobile Midlanders 


Rediscover Gastronomic Heritage 


Specially food marketing 
boom signalizes end of 


America’s ‘culinary wasteland” 
By BRANDEL L. WORKS 


Americans are rediscovering their gas- court, Lucullus, Heliogabalus, and even 


tronomic heritage and in the process 
they are discovering a new series of 
symbols by which they can subtly indi- 
cate their positions in society. To the 
American businessman this alteration in 
symbols has burgeoned into a $150,000- 
000 business and shows no sign of dimin- 
ishing. 

Man has throughout history used both 
food and drink as a means of showing 
affluence and asthetic superiority. The 
fabled orgies of the 17th century French 


the gourmandizing of Diamond Jim 
Brady in the early part of this century 
attest to this. What is worth noting, how- 
ever, is the growing interest in and use of 
what might be called gourmet foods on 
the part of the average upper middle 
class American. There is an increasing 
willingness to experiment with foreign 
dishes and to dip, with varying degrees 
of enthusiasm, into the occult art of 
table wines. 

The development of food habits in 








A Chicago newspaper recently referred to Brandel L. Works as “the famed amateur 
chef”. His interest in things culinary has earned him membership in Chicago’s ex- 
clusive Wine and Food Society. But Professor Works’ real fame lies in the work he 
has done as a member of the Roosevelt U. marketing department and as originator 
and mentor of the student advertising agency there in the decade since he came 
north from the University of Chicago. His specialty? Food marketing and advertis- 
ing. 
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America is unique. You would assume 
that in a country settled by peoples from 
all parts of the globe, this country above 
all other would have the widest variety 
of cuisine. Such indeed was the case 
during the early part of our history. Set- 
tlements of Germans, English, Swedes, 
Scots, Italians, etc. brought with them 
and maintained, with slight moderations, 
the eating and drinking habits of their 
homelands and the traveler of today may 
find a few gustatory pockets which attest 
to this settlement pattern. In our largest 
cities this settlement pattern is evident 
in the wide variety of foreign restau- 
rants available. But outside of the major 
cities in this country, from the Appala- 
chians to the Sierra Nevadas, America 
is virtually a gastronomic wasteland in 
a field of plenty. 

There are perhaps several explana- 
tions for this phenomenon and although 
each may be an over-simplification of the 
situation, they bear consideration in 
evaluating the development of the eating 
customs of Midland and Western Ameri- 
ca. 


The Isolation Factor 

First and probably most important 
was the relative isolation of these areas 
well into the nineteen twenties. Lack of 
refrigeration and of contact with the rest 
of the country through our present 
means of mass communications tended 
to keep these peoples inbred both poli- 
tically and culturally. Their cuisine re- 
flected this technological insularity. 

To a large extent, due both to the 
isolation of Midland America from the 
rest of the nation and the world and be- 
cause of the fiercely held regional pride 
of these relatively weak states, there 
developed a strong suspicion and almost 
an hostility to anything foreign or even 
Eastern. This chauvinism, coupled with 
the desire to integrate into the new poly- 
glot society caused many second genera- 
tion Americans to reject the customs of 


their parents. They consciously fought 
against the customs and traditions of 
their ancestors and in the process the 
rich contributions of their old world 
cuisine to the American table was lost. 

Another factor must also be consider- 
ed in understanding the eating and 
drinking habits of the American people 
in general and Midland Americans in 
particular: The strongly ingrained moral 
heritage of the early Puritan founders 
and the concentration of Protestantism 
in the central and western section of the 
country. Opulence and enjoyment of the 
material were sinful. “One eats to live, 
not lives to eat.” The loving care so fre- 
quently lavished on foreign and gourmet 
dishes, the subtle nuances of the herbs 
and wines, the smacking of lips and the 
olfactory sensuousness all breathed of 
hedonism. Thus these second generation 
Americans found the eating and drink- 
ing habits of their parents not only a 
hindrance to their social acceptability, 
as being foreign and therefore suspi- 
cious, but even as being in some indefin- 
able way, tinged with guilt. Even today 
a person might well give pause to intro- 
ducing someone as a gourmet, the term 
having overtones of the glutton, or as 
one person stated, “A gentleman pig!” 

These then were among the major 
factors contributing to the eating and 
drinking customs of Midland America: 
Both a technological and psychological 
isolation from the seacoasts and from the 
rest of world. The pressures of such iso- 
lation demanding of the group a degree 
of conformity, both in habits and cus- 
toms which reduced the interchange of 
cultural patterns. The strongly held 
Protestant guilt feeling towards pleas- 
ures of the flesh. 


“Foreign” Loses Its Danger 

When Americans returned from all 
parts of the world after World War II, 
a multitude of new forces came into play. 
The United States was the acknowledged 
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leader of the world. The word “foreign” 
lost its sinister implications and the poli- 
tical and psychological climate of Mid- 
land America became, if not internation- 
ally oriented, at least cognizant of the 
fact that America had a world role to 
play. The astounding growth of network 
television unified the nation as no other 
communication medium could have 
done. The post war population was mov- 
ing from the farms into the metropolitan 
areas, when for the first time many of 
them came into contact with foreign 
groups. Along with these changes, as 
well as the many technological advances 
of post war America, came two other 
factors of great influence on America’s 
eating habits. The trend toward greater 
leisure time and an increase in the dis- 
cretionary spending power of the aver- 
age American allowed him to indulge 
himself in some of the luxuries hitherto 
unobtainable. 


This coupling of America’s world con- 
sciousness with the prosperity following 
the war allowed Americans in ever in- 
creasing numbers to see for themselves 
what the rest of world was like; they 
liked what they saw and they liked what 
they ate and drank. A new symbol of 
social success evolved—the trip abroad. 
World travel, that province once reserv- 
ed almost exclusively for the very rich 
or the impoverished school teacher, be- 
came the new status symbol of the aver- 
age upper middle class American. 


Rediscovering Heritage 


In the process, Americans rediscover- 
ed the wonders of their cultural culinary 
heritage and they soon brought back 
these dishes to their own country. No 
longer needed they fear that their table 
reflected an immigrant background, 
rather it was a reflection of their inter- 
national sophistication. Stew, with the 
addition of a little red wine, became rag- 
out, vegetable soup was promoted to a 
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pot-au-feu, pot roast took on a company 
air when made as a sauerbraten, both the 
bank president and the janitor gave off 
the pungent smell of garlic. 

It was in fact more than a renaming 
of old dishes. The American housewife 
and in many cases her husband took a 
new delight in discovering long forgotten 
recipes of the past and new recipe books 
on Italian, Jewish, French, Early Ameri- 
can and Chinese cooking abounded. 

Both foreign and domestic business- 
men responded to this trend. By the end 
of the 1950’s there were over 6,000 stores 
stocking only delicacy items. Department 
stores across the nation, B. Altman’s, 
New York; Hudson’s, Detroit; Marshall 
Field’s, Chicago; Nieman-Marcus, Dallas, 
opened fine food sections. By 1959, 
Americans were consuming 156,203,000 
gallons of table wines of which 9,904,000 
gallons were imported and 146,299,000 
were domestic. 


Outstrip Foreign Producers 

American manufacturers soon out- 
stripped foreign producers of specialty 
foods so that today over 50 per cent of 
all the fancy foods sold in American 
stores are U.S. manufactured. 

General Foods in the early fifties en- 
tered the market with a new line of 
foreign and domestic delicacies under 
the label “Gourmet” foods. Although this 
venture on the part of General Foods 
was perhaps ill timed, and the line has 
since been discontinued, the fact that it 
was introduced at all by one of Ameri- 
ca’s leading mass food producers, is in- 
dicative of the trend. 

The Reese Company in Chicago, long 
a producer of quality foods, but in this 
case perhaps aiming at the lunatic fringe 
of gastronomy, filled many a store with 
such items as fried grasshoppers, choco- 
late covered ants, bees in soy sauce and 
kangaroo tail soup. 

With the improvements in the freez- 
ing of foods, some of the leading restau- 











rants in America took to freezing their 
specialties and sending them throughout 
the United States. Perhaps the most out- 
standing of these experiments was un- 
dertaken by the Chambord Restaurant 
in New York. Even the majestic Maxim’s 
of Paris exports frozen food to America 
while stoutly maintaining that they 
themselves will never use frozen food in 
their own restaurant. 


Upper Middlers in the Lead 


The growth in gourmet foods has been 
spread across the country largely 
through the interest of the upper middle 
class American. Although the eating and 
drinking habits of people have always 
reflected their social status, this upper 
middle group in America was slow to 
respond to this symbolism, particularly 
in the central and southwestern sections 
of the country, largely because of the 
historical reasons mentioned. Now the 
change has come and Midland America 
has discovered a new set of old social 
symbols. 


This gastronomic symbolism can best 
be illustrated by the history of a young 
boy of Italian parents living in Chicago. 
As a child he was brought up on Chicken 
Cacciatore, Lasagne and Chianti wine. 
He worked his way through school by 
taking a summer job as a laborer where 
he drank beer with his buddies and ate 
hamburgers at a little place down the 
street. After graduation from the uni- 
versity he obtained a job as a salesman 
and took to drinking bourbon and gin- 
gerale before a dinner of fried chicken 
or pork chops. He rose rapidly in the 
ranks and found himself a vice presi- 
dent. Martinis and Scotch became his 
drink and the three inch sirloin graced 
his suburban table, and at last, his am- 
bition realized, he became president of 
the company. Now, after a day of deci- 
sion making, his chauffeur drives him 
home for a dinner of Chicken Cacciatore, 
Lasagne and Chianti wine. ° 





Disarmament 

(Continued from page 24) 
wholeheartedly by the Soviets. They, 
too, will be faced with important social 
and economic consequences. The USSR 
is currently spending proportionately 
twice as much of their national output 
for defense as is the United States. What 
will be the economic, political and social 
consequences of the transfer of this de- 
fense spending into investment and con- 
sumption within the Soviet? The possible 
economic freedom that may result from 
channeling greater funds into consump- 
tion could create restlessness and a de- 
sire for individual freedom heretofore 
unknown in their society. This rising 
desire for individualism and freedom 
may create grave internal problems for 
the Soviets. 

We cannot approach the problem of 
disarmament negotiations from a_ posi- 
tion of weakness. Just as we must be 
confident of our military strength, we 
must also be confident of our ability to 
deal with peace. In order to strengthen 
our overall position and in order to free 
our hands and our minds at the bar- 
gaining table, we must take into con- 
sideration and plan adequately for all of 
the possible implications and ramifica- 
tions of general disarmament. * 


NOTES 


1. An increasing concern on the part of the 
present administration is evidenced by Presi- 
dent Kennedy’s proposal to Congress for the 
establishment of a United States Disarmament 
Agency for World Peace and Security. This 
agency would be under the direction of the 
President and the Secretary of State and would 
provide the focal point for the integration of 
the Government’s overall efforts in disarma- 
ment. One of the functions of this agency would 
be to conduct research and studies on, “The 
economic and political consequences of dis- 
armament, including the problems of readjust- 
ment arising in industry and the allocation of 
national resources”. See: Congressional Record, 
87th Congress, Ist Session. June 29, 1961, pp. 
10847-10862. 

2. Current developments indicate this trend. 
President Kennedy’s message to Congress on 
National Security called for a major increase 
in conventional forces and weapons. National 
Security Message from the President, House 
Document No. 123. 87th Congress, 1st Session. 
March 28, 1961. 








